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SUBJECT: Schol arshare Trust Contribution Credit/FTB Report Annually to Legislature
Regarding Utilization of Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
X introduced February 22, 2000 .

X FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO
X REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED _ February 22, 2000 STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

Under the Personal Inconme Tax Law (PITL), this bill would all ow taxpayers a
credit equal to a specified percentage, not to exceed $200 per qualified
beneficiary, for contributions by a qualified taxpayer to a Schol arshare trust
made on behalf of any qualified beneficiary.

This bill also would require the departnent to report, to the extent data is
avail able, on the utilization of the credit all owed under the bill

SUWWARY OF AMENDMENT

The April 10, 2000, anendments renoved the bill’s provisions that would have
al l oned a deduction for contributions to a Schol arshare trust and replaced them
with the provisions discussed in this analysis.

Except for the itens discussed in this analysis, the departnent’s analysis of the
bill as introduced still applies.

EFFECTI VE DATE

This bill would be effective imediately and woul d apply to taxable years
begi nning on or after January 1, 2000, and before January 1, 2005.

SPECI FI C FI NDI NGS

This bill would allow taxpayers a credit equal to a specified percentage based on
t he taxpayer’s adjusted gross income (AG), not to exceed $200 per qualified
beneficiary, for contributions by a qualified taxpayer to a Schol arshare trust
made on behalf of any qualified beneficiary.
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“Qualified beneficiary” would include only those individuals for whom a
Schol arshare account has been established and who are eligible to be clained as a
dependent on the taxpayer’s tax return.

The credit would not be allowed for any expenses for which a deduction also is
al | owned.

Since this bill does not specify otherwi se, the general rules in state tax |aw
regarding the division of credits anong taxpayers who share in the costs would

apply.
This bill would allow any unused credit to be carried over until exhausted.

This bill would inpose a 10% penalty on withdrawal s that do not constitute
qual i fied hi gher education expenses, as defined.

This bill would require the Schol arshare I nvestnment Board to report to the
departnent the anount of annual contributions and the point in tine at which the
contributions have reached the maxinumlevel. The bill would require the

departnent to report on the utilization of the credit allowed under the bill

Pol i cy Consi derati ons

Pursuant to discussions with the author’s staff, the departnment understands
that the author intends this credit to be refundable. The attached
anmendment s woul d i nclude the | anguage necessary to allow any credit in
excess of tax liability to be refunded to the taxpayer.

If this bill is anended to be refundabl e and appropriations are made to pay
the refundabl e portion (such as the line item appropriations for the
renters’ credit when it was refundable), this credit m ght be viewed as a
“state public benefit” under the category of “post secondary education
benefit.” If it is a “state public benefit,” federal law (Title IV, P.L.
104-193) requires states to deny the benefit to aliens other than qualified
aliens or to enact |egislative |anguage affirmatively granting the “benefit”
to all aliens.

| npl enent ati on Consi derati ons

Departnment staff has identified the follow ng inplenentati on consi derations
raised by the bill as witten. Pursuant to discussions with the author’s
staff, the attached anendnents woul d resol ve these concerns.

1. The phrasing of the credit amounts is unclear and does not reflect the
i ntended cal cul ation. The attached anendnments would reflect the author’s
intent that the credit should be a specified percentage of the anobunt
contributed, not to exceed $200 per beneficiary, and that the allowabl e
per cent age shoul d be based on Ad.

2. The bill currently would limt the credit to taxpayers who can claima
beneficiary as a dependent on their state tax return. The attached
amendnments woul d renove this restriction and ensure that the credit is
all owed to any individual who nmakes contributions on behalf of a
qualified beneficiary as defined under current |aw.
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3. The bill would include head of household filers in the A |linmtations
set for individual filers. The attached amendnents would i nclude themin
the joint filer A limtations, which is howtax law is generally

struct ured.

4. The provision that would i npose a penalty for withdrawals froma
Schol arshare trust account would be better placed wth provisions rel ated
to the Schol arshare trust account rather than with provisions related to
a credit for contributions to a Schol arshare trust account. Pursuant to
the author’s staff, the attached anmendnents woul d renpove the penalty
provision fromthe tax credit.

5. The attached amendnents woul d change the operative and sunset dates to
apply to the transaction instead of the taxpayer’s taxable or income year
and woul d delete the repeal date. This change would, pursuant to the
author’s staff request, ensure that after the credit itself sunsets the
credit |anguage would remain in the | aw

6. The attached anmendnents woul d revise the provision for the Schol arshare
I nvestnment Board to report to the departnent. The anmendnents woul d nore
clearly specify the type of information needed by the departnent to
verify the credit.

If this bill is anended to make the credit refundable, the bill would raise
the follow ng inplenentati on consi derations:

1. The departnment has not administered a refundable tax credit under the
PITL since the refundable renter’s credit was suspended in 1993.
Est abl i shing a refundable tax credit program woul d have a significant
i npact on the departnent’s prograns and operations and would require
extensi ve changes to fornms and systens.

2. Historically, refundable credits (such as the state renter’s credit, the
federal Earned Inconme Credit and the federal credit for gasoline used for
farm ng) have had significant problens with invalid and fraudul ent
returns.

3. The departnent woul d need sone tinme to devel op adequate prograns and
operations to mtigate the potential for fraud and to ensure taxpayers
receive the refund anount they are due. However, the operative date of
this bill (applying to taxable years begi nning on or after
January 1, 2000) would make it difficult for the departnent to put in
pl ace necessary prograns prior to the tinme taxpayers could file returns
claimng the refund. Specifically, if this bill is enacted in late
Sept enmber 2000, taxpayers could begin filing returns claimng the refund
as early as January 2001.

Techni cal Consi derati ons

The amendnments woul d nmake clear that the report fromthe departnment would be
made to the Legislature.

The anmendnents woul d delete the provision that would deny the credit if a
deduction is allowed for the same expense, since the contribution for which
the credit is allowed is not an expense and no deduction is allowed for
contributions.



Assenbly Bill 2095 (Lenpert)
Amended April 10, 2000
Page 4

LEG SLATI VELY MANDATED REPORTS

This bill would require the departnment to report, to the extent data are
avail able, on the utilization of the credit all owed under the bill

FI SCAL | MPACT

Departnmental Costs

If the bill is amended to resolve the inplenmentati on considerations
addressed in this analysis, the departnment’s costs are expected to be m nor.

However, if this bill is anmended to make the credit refundable, the
departnent’s costs to admnister the bill would be as foll ows:
The costs for the departnent to adm nister this bill if it is anmended to

make the credit refundable are estimated to be $87,871, including one tine
i npl ement ati on costs of $78,812, for fiscal year 2000 and woul d increase
each year as volunes increase until they reach a maxi mum of $267,777 in

2007. It is estimated that this bill would require the departnent to incur
one additional personnel year (PY) in 2000, increasing to a total of 6.1 PYs
in 2007.

The costs were cal cul ated using the foll ow ng assunpti ons based on
i nformati on the departnent received from Tl AA-CREF Tuition Financing, Inc.,
whi ch nmanages the Gol den State Schol arshare program

Popul ati on of taxpayers would start at 27,000 in 2000 and increase to
appr oxi matel y 350,000 in 2007.

All filers claimng this credit are assuned to be taxpayers who currently
file areturn. It is not anticipated that this credit woul d encourage
persons who do not currently file to file just to claimthe credit.

Note that if the refundability of this credit results in the credit being a
“state public benefit” as discussed in “Policy Considerations” above, the
departnental costs to admnister the bill could be considerably greater.

Tax Revenue Esti mate

Based on limted data and assunptions di scussed below, this bill would
result in the follow ng revenue | osses under the PITL. The author’s staff
has expressed intent to have the proposed credit be a refundable credit.
Therefore, estimates are provided for the proposed credit if nonrefundable
and if refundabl e.

Esti mat ed Revenue | npact of AB 2095
As Amended 4/10/00 and with FTB Proposed Anmendnents
[$ In MIlions]

Proposed credit: 2000-01 2001-02 2002- 03
I'f non-refundabl e ($3) ($8) ($14)
I f refundable ($3) (%$9) ($15)
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Esti mates assune the bill would be effective with contributions nmade on or
after January 1, 2000, with enactnent assunmed after June 30.

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.

Revenue Di scussi on

As a nonrefundable credit, the ampunt of Schol arshare contribution credits
that could be applied to reduce tax liabilities would determ ne the revenue
i npact of this bill. As a refundable credit, the amount of credits
generated and reported on tax returns would determ ne the revenue inpact.

For these estimates, the nunber of accounts for qualified beneficiaries was
projected as 27,000 in 2000 and growing to nearly 200,000 by year-end 2004.

For the estimate of a nonrefundable credit, tax data was used to calculate a
rate at which credits could be applied to reduce tax liabilities.

Liability year estimates were converted to cash-fl ow esti mates above.
Cash-flow estimates reflect the ability of sone taxpayers to accelerate tax
benefits by adjusting their estinmated tax paynents.

The launch date for the CGolden State Schol arshare program was Cctober 4,
1999. As of April 7, 2000, contributions totaled $45.2 nmillion for the
benefit of 9,103 beneficiaries. Dividing the $45.2 mllion by 9,103
accounts indicates a sinple average contribution of $4,965 per beneficiary.
Based on information from Tl AA-CREF Tuition Fi nancing, Inc., which manages
the Gol den State Schol arshare program the sinple average contribution above
i s skewed hi gh because of sonme huge sunms contributed to a few new accounts.
Based on TI AA experience managi ng other states’ tuition financing prograns,
first-year contributions generally average on the order of $3,000 per
account .

The nunber of qualified beneficiaries was estimted at 27,000 by year-end
2000. This estimate is higher than that used in the departnent’s revenue
estimate for the bill as introduced. The new estimate is based on actual
data to date for the Schol arshare trust. Data indicate that the nunmber of
new accounts opened each nonth is increasing on average an additional 10%
over that of the previous nonth. Future vintages of new accounts are
assuned to grow 15%in 2001 and 10% annual ly thereafter. Additional growth
was phased-in to account for the incentive effect of the proposed credit.

Tax return data were used to distribute projected accounts for qualified
beneficiaries by filing status and AG class of taxpayers. Head of
household filing status was included with married filing joint, as the

aut hor staff indicated. For each AG class, average contributions were
estimted at 5% of the mid-point AD. To reflect the author’s intent that
the credit should be a specified percentage of the ambunt contri buted,
average contribution amounts were nmultiplied by specified credit percentages
to derive an average credit for each AG class. Average credit anounts are
grown fromone year to the next by 3%to represent future growth in incone
of eligible taxpayers.
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Credits for all vintages were summed. Total credits were increased an

addi tional 10%to account for the author’s intent to provide the credit to
any individual nmaking a contribution on behalf of any qualified beneficiary.
Finally, allowances were made for the percentage of credits that woul d be
reported and, as a nonrefundable credit, the percentage of credits applied.

POSI TI ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPCSED AMENDMENTS TO AB 2095
As Amended April 10, 2000

AVENDMENT 1
@agad eg. Counsel : Pl ease nodify Section 1 of the bill as follows:

SECTION 1. Section 17053.60 is added to the Revenue and Taxation Code, to
read:

17053.60. (a) Fer—each taxable year beginning There shall be allowed as a

credit against the “net tax,” as defined in Section 17039, of an individual, as
defined in Section 17005, an anount determ ned under subdivision (b) for any

contrrbutron nade on or after January 1, 2000 and before January 1, 2005 —Lhe#e

e#—any—eenpeebekeen durrng the taxabIe year by a taxpayer to a Scholarshare
trust, as defined by subdivision (- (f) of Section 69980 of the Education Code,

made on behalf of any qualified beneficiary.

(b) (1) For jeint—+Filers married couples filing joint returns and heads of
househol d, the credit shall be the follow ng anbunts, subject to the limtation
provided in paragraph (3), based upon the foll ow ng adjusted gross incone for the
t axabl e year

The adjusted gross inconme is: The credit is:
Less than $35, 000 10% of adjusted—gross—ineone the anount
contri but ed
$35, 000 or nore, but |ess than 5% of adjusted-gross—inconre the anount
$100, 000 contri buted
$100, 000 or npre, but |ess than 2% of adjusted-gross—income the anount
$150, 000 contri buted
$150, 000 or nore 0
ter

(2) For other individuals, ether—thanjeoint—filers the credit shall be the

foll owi ng anounts, subject to the limtation provided in paragraph (3), based
upon the foll ow ng adjusted gross inconme for the taxable year:

If the adjusted gross inconme is: The credit is:

Less than $17, 500 10% of adjusted—gross—ineone the anount

contri but ed

$17,500 or nore, but |ess than 5% of adjusted-gross—inconre the anount
$50, 000 contri buted
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$50, 000 or nmore, but |ess than 2% of adjusted-gross—income the anount
$75, 000 contri buted
$75, 000 or nore 0

(3) The amount of the credit allowed pursuant to this section shall not
exceed $200 for contributions made on behalf of each qualified beneficiary during
each taxabl e year.

(d) For purposes of this sectlon quallfled benef|C|ary FRaRs—aR

- - ‘ has t he
neanlng set forth in subdivision (c) of Sectlon 69980 of the Educatlon dee

(e) The Schol arshare | nvestment Board shall repert provide an annual listing
to the Franchi se Tax Board regarding {1} (preferably on magnetic tape or other
machi ne-readable form and in a form and manner agreed upon by the Franchi se Tax
Board and the Schol arshare | nvestnent Board) of the nanes and taxpayer
identification nunbers of taxpayers who made contributi ons and the anmount of

annual contrlbutlons nade on behalf of a benef|C|ary—and—%Q}—Lhe—pe%n#—+n—Lkﬂe

(f) The Franchi se Tax Board shall report annually to the Legislature, to the

extent data is available, on the utilization of the credit allowed by this
section.

iy

(g) In the case of a taxpayer whose credit provided under this section
exceeds the taxpayer's tax liability conmputed under this part, the excess shal
be credited agai nst other amounts due, if any, fromthe taxpayer and the bal ance,
if any, shall be refunded to the taxpayer. +nathecasewhere the ecredit—allowed




